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I. INTRODUCTION
Over the past four years, Pakistan has returned to a relatively high growth rate, which is estimated to have accelerated to more than 6 percent for fiscal year 2003-04. This turnaround followed three years of steady decline in growth during 1998-99 through 2000-01. Even in per capita terms, growth has been robust in recent years. Per capita income in U.S. dollars is estimated to have reached $652 in 2003-04, compared to $501 in 2000-01. 2 The resumption of growth is especially impressive when viewed in the context of the substantial macroeconomic adjustment that took place in this period. While this adjustment has in part been driven by external factors, right policies played a key role, in particular the government of Pakistan's commitment to fiscal consolidation and to the pursuit of a broad agenda of market-oriented structural reforms in the fiscal, banking, and corporate sectors. These reforms have aimed at increasing efficiency, including through privatization, transparency, and good governance, and generally improving the business environment.
This paper looks back at the sources of the macroeconomic adjustment and resumption of growth over the past four years by providing an in-depth quantitative analysis of various factors at play. Based on the 2003-04 findings, the paper also highlights the conditions needed to ensure that growth of more than 6 percent can be sustained in 2004-05 and beyond, while maintaining internal and external stability. Both demand and supply factors are analyzed, and while the emphasis is mainly on quantitative indicators, the paper also qualitatively assesses the impact of ongoing structural reforms undertaken in Pakistan. Finally, comparisons are made between Pakistan and selected emerging markets which have managed sustained high growth rates, focusing on key variables recognized as critical for accelerated growth.
Section II details the accounting framework to derive and analyze the behavior of key macroeconomic aggregates in 1999-2000 through 2003-04 . Section III looks at the numbers and highlights: first, the sources of macroeconomic adjustment and, second, the sources of economic growth in the period. The main findings are (1) an increase in private national savings during 2001-03 was the key contributor to the turnaround in the external current account in the period. This increase reflected both an increase in disposable private national income and a sharp rise in the savings rate itself. A surge in net private transfers from abroad, enhanced by a post-September 11 portfolio shift by Pakistanis to the home country contributed to this outcome. But a significant improvement in the financial performance of the corporate sector appears to have been a key contributing factor as well; and (2) while growth was mainly export-led before 2003-04, it was largely led by domestic demand in 2004, especially consumer demand but also private and public investment. This assessment is generally supported by an analysis of the breakdown of growth looking at the production side. Section IV draws conclusions for the sustainability of high growth rates going forward. The favorable impact of structural reforms on the business environment and on financial deepening, as well as the improvement in the efficiency and profitability of the corporate sector, augur well for the sustainability of high growth rates, even if certain exceptionally favorable factors, including low international interest rates, level off. We argue that those structural reforms have permanently raised the prospects for higher savings and investment. However, a more externally driven growth would reduce the risk of it not being sustainable. Furthermore, international comparisons with fast growing emerging market economies suggest that Pakistan needs to further catchup in terms of investment levels, external trade orientation, and financial deepening. While Pakistan fares well with regard to the business environment within the South Asia region, it lags behind China and other Southeast Asian countries. Thus, Pakistan needs to further pursue outward-oriented policies to boost exports and encourage foreign direct investment; continue with a broad range of structural reforms aimed at improving the investment climate; focus on developing its human capital toward a more skilled and competitive labor force; accelerate reforms in agriculture to garner potential productivity gains; and strengthen the country's productive infrastructure, in particular for water management, ports, rural roads, and energy supply.
II. A SIMPLE ACCOUNTING FRAMEWORK
We first outline an accounting framework to analyze the behavior of key macroeconomic aggregates consistent with GDP, fiscal accounts, and balance of payments data. 3 The framework is in line with Pakistan's national accounts methodology, but attempts to more clearly differentiate between nongovernment (private) 4 and government (public) consumption, thus savings, and their determinants. Here, we limit government to the coverage of the consolidated budget, which allows a direct linkage between macroeconomic developments and the more visible fiscal policy stance. 5 Regarding the macroeconomic adjustment over 2000-04, the analysis mainly focuses on the behavior of private and public consumption and savings, private and public gross investment, and external current account transactions expressed as ratios to GDP. Subsequently, the 3 The analysis uses the recently rebased GDP series available for 1999-2000 through 2003-04 (fiscal year starting in July). With the new base year of 1999-2000, the coverage of productive activities was broadened, and, as a result, the new GDP numbers are about 20 percent higher than the GDP numbers based on the old base year of 1980-81. 4 Including state-owned enterprises. 5 The accounting framework operates as follows: first, national savings are derived from the external current account balance (including official transfers) plus total gross investment. Second, public savings are derived from the fiscal accounts (revenue including net official transfers from abroad minus current expenditure). These steps allow a derivation of private national savings. Third, public consumption is derived from government current expenditure by subtracting those government current expenditures that are mere transfers of resources to the domestic private sector or to abroad. Fourth, private consumption is derived by subtracting private national savings from disposable gross private national income. The latter is GDP at factor cost (GDP at market prices minus indirect taxes plus subsidies) plus government transfers to the domestic private sector, minus direct and other taxes, plus government domestic interest payments, plus net private transfers from abroad, and minus net profits/dividends to abroad. It is then verified that the sum of private and public consumption, private and public investment, and net exports of goods and nonfactor services add up to GDP at market prices.
analysis assesses the contribution of these aggregates to growth by looking at their estimated real growth rates and contribution to overall growth. Further insights are gained by looking at the sectoral breakdown of growth from the production side. The role of productivity improvements is inferred from the observed behavior of incremental output-capital ratios.
III. KEY FINDINGS

A. Macroeconomic Balances
The macroeconomic balances derived for 1999-2000 through 2003-04 based on the above accounting framework are presented in Table 1 and Annex Table 1 and illustrated in Figure 1 . For the analysis, it is convenient to break down the last four years into two subperiods.
2000-01 Through 2002-03
The turnaround in the external current account balance from a deficit of almost 2 percent of GDP in 2000-01 to a surplus of close to 5 percent of GDP in 2002-03 mainly reflected the sharp increase in national savings. National savings increased mainly on account of private national savings, which are estimated to have risen from 17 percent to almost 22 percent of GDP. Higher public savings contributed to about 1/4 of the external current account adjustment. Gross private and government investment changed little in percent of GDP.
Higher private national savings reflected in part higher private national income in connection with the significant increase in net private transfers from abroad (remittances and foreign currency deposits of residents-FCAs) by almost 4 percentage points of GDP. Disposable gross private national income in percent of GDP increased much less, and this is apparently due to two main factors: an increase in revenues collected by government, as part of fiscal consolidation, and a decline in domestic interest payments made by government (reflecting both lower market interest rates and the phasing out of the subsidy element in the interest rates on the National Saving Scheme's instruments).
6
The main explanatory factor for the turnaround in the external current account was an increase in the private national savings rate 7 from a low of about 18 percent to 23 percent in the period (Figure 2 ). Household behavior in line with application of the permanent income hypothesis could in part account for this increase. But since the increase in disposable gross private national income in percent of GDP was only modest, as just mentioned, other factors must have been at play. Foremost, the much improved financial performance of the corporate sector (both private and public) should have been a major contributor to the higher savings rate. This would reflect the direct impact of retained earnings on savings and the greater propensity to save out of distributed earnings. As shown in Table 2 , after-tax profits of corporations listed on the Karachi Stock Exchange (KSE), which covers only about 700 corporations, alone rose by more than a full 1 percent of GDP in the period 2001-03. income hypothesis. It also correlates with the banking system's success in intermediating more of the abundant liquidity to the household and enterprise sectors. It is worth noting that national savings remained significantly higher than at the beginning of the period under review. This development, if continued, would augur well for the sustainability of higher rates of economic growth.
B. Sources of Growth
1.
Demand Side
By analyzing the sources of the acceleration in growth from the demand side, we built a constant 1999-2000 prices series of national accounts aggregates highlighted above; the deflators used (Annex Table 2 ) are from the Federal Bureau of Statistics (FBS). 9 From the results in Tables 3a and 3b, Annex Table 3 , and also illustrated in Figure 3 , we draw the following observations. 
2000-01 Through 2002-03
The sustained double digit growth in export volumes was a remarkable source of growth during these years. The growth in investment was erratic, while the growth in consumption, although showing an upward trend, was relatively weak. The growth in export volumes was especially impressive in 2002-03, with all sectors (primary commodities, textile manufactures, and others) contributing to it (Tables 4a and 4b ). Inputs for textile and machinery (textile and others) appear to have led the recovery in import volumes in this year (Tables 5a and 5b ). Thus, net exports contributed 1.0, 2.3, and 2.4 percentage points to the overall real GDP growth rates of 1.9, 3.2, and 5.2 percent during these years.
2003-04
There was a remarkable pick-up in both public and especially private investment in this year, with an overall increase of more than 12 percent in real terms. At the same time, private consumption rebounded strongly, growing by more than 8 percent in real terms. Given its share in GDP, consumption mainly drove the acceleration in overall GDP growth in 2003-04.
Indeed, consumption contributed 5.2 percentage points, and gross investment 2.1 percentage points to the overall 6.1 percent real GDP growth achieved in the year. Net exports appear to have been a drag on overall growth in 2003-04.
In real terms, exports of goods and services grew by only 3 percent in 2003-04, consistent with the observation that the 10 percent increase in exports of goods in U.S. dollar terms (primary commodities, textile manufactures, and other manufactures) appears to have mainly reflected higher unit values. 10 The growth in "other" exports, by 27 percent in U.S. dollar terms, was, however, encouraging, following a similar growth in 2002-03 and suggests some progress toward export diversification, albeit from a still relatively low level (representing only about 10 percent of total exports).
The acceleration in import growth in U.S. dollar terms in 2003-04 owed in part to the aircraft, ship, and boat category, but also to other machinery, as well as agricultural, metal, and other inputs. Notwithstanding the sharp rise in other machinery (still representing less than 10 percent of imports), the breakdown of imports only partially supports the view that a broad-based surge in productive investments has mainly been driving the growth in imports.
Production Side
Next, we look at the production side of GDP to gain further insights on the sources of growth and corroborate the findings so far. From Tables 6a and 6b (based on Annex Table 4 ), Table 7 , and Figure 4 we draw the following observations.
2000-01 Through 2002-03
Services remained the main contributor to growth during 2000/01-2002/03 accounting for more than half of the overall GDP growth rate achieved. But manufacturing was the sector experiencing the faster growth in the period, averaging almost 7 percent. Even in its In percent best year of 2002-03, agriculture contributed less than 1 percentage point to overall growth. Textile, which accounts for about 25 percent of large-scale manufacturing production, was a significant contributor to growth, especially during the first two years of this period, which corroborates the earlier conclusion of an export-led economic recovery.
Particularly during 2002-03, other industrial sectors experienced impressive growth as well. Noteworthy in that year was the strong growth of chemicals, nonmetallic minerals (mainly cement), and especially automobiles, electronic equipment, and engineering items. In total, these groups represent some 12 percent of large-scale manufacturing.
2003-04
Industry became the largest contributor to growth in 2003-04, accounting for almost half of the 6.5 percent real GDP growth achieved. This mainly reflected large-scale manufacturing, which posted a growth rate of more than 18 percent for the year. But within industry, construction and especially electricity, gas, and water supply, registered significant gains as well.
The significant pickup in large-scale manufacturing growth in the year was broad-based, but appears on balance consistent with the view that domestic rather than external demand was the main engine of growth. Particularly impressive was the further acceleration of growth in automobiles and electronic equipment compared to 2002-03, as well as the high growth rates registered in food/beverages/tobacco, chemicals, cement, and leather products. The food and beverage and automobile sectors each contributed more to real GDP growth than textile. There is little evidence of a significant pickup in exports of such products, except perhaps in the case of leather products and electronic equipment, with the latter possibly explaining part of the high growth rate in "other" exports.
There was a rapid recovery in the incremental output-capital ratio (GDP growth rate divided by the (lagged) investment to GDP ratio) during 2000-04, from barely 0.1 to almost 0.4 ( Figure 5 ). While this is consistent with an improvement in "efficiency," the development also likely reflects the impact of cyclical recovery on productivity. Assuming that the incremental output-capital ratio of 0.36 achieved in 2003-04 applies to 2004-05, the higher investment-to-GDP ratio of 18.1 percent of 2003-04 would be consistent with a real GDP growth rate of 6.5 percent. Notwithstanding the scope for further improvement in efficiency, a significant acceleration in growth above 6.5 percent will necessitate a further rise in the investment/GDP ratio. The ensuing abundant liquidity resulted in historically low domestic interest rates also supported by historically low international interest rates. The accommodating monetary policy could have encouraged a debt-financed domestic consumption and investment boom that might not be sustainable.
IV. TOWARD SUSTAINABLE HIGH GROWTH RATES
As those favorable circumstances level off, and in particular interest rates begin to rise, consumers and businesses might cut back their consumption spending and investment plans, in the latter case, especially if they have been domestic rather than outward oriented.
The fact that disposable private national income increased significantly less than the surge in private external transfers, due to the concomitant impact of fiscal consolidation, suggests that the post-September 11 impact was blunt in part. This, and the impact of significant structural reforms implemented in Pakistan during 2000-04, appear to argue against a "one-off" gain interpretation. A more correct interpretation would be that the Pakistani authorities took advantage of the greater "breathing space" provided by the post-September 11 environment to push through their economic reforms, perhaps more effectively than otherwise.
Improvements in macroeconomic management and the business environment, fiscal consolidation, as well as the strengthening of both the banking system and corporate sector should make a strengthening of domestic savings and a rise in investment permanent. This augurs well for accelerated growth within a sustainable external balance. In particular, the structural reforms have enhanced the incentives for inward remittances; the process of financial deepening has contributed to increase permanent incomes and made the realization of new productive ventures possible; and higher profitability and efficiency of enterprises have permanently increased their contribution to national savings as well as the marginal efficiency of capital, thus investment.
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These processes, however, are still at an early stage in Pakistan when compared with the developments in China and other Southeast Asian countries (Table 8 ). All comparator countries, except the Philippines, have investment/GDP ratios significantly higher than Pakistan; and all display a higher level of financial deepening.
The prospects for continued and accelerated growth in Pakistan would be further strengthened if the process was more externally driven. A faster growth in exports would make total demand less sensitive to rising domestic real interest rates and/or indebtedness, secure productivity gains as a result of competition on the international market, and relax the foreign exchange constraint for imports. The re-tooling effort that has apparently taken place in the textile sector over the past few years should position the sector well for the removal of textile exports quotas by the beginning of 2005, and Pakistan is expected to gain markets as a result of this liberalization. Only limited progress, however, has been made toward export diversification, which remains a challenge. Trade policy in recent years has been supportive, but more could be done to reduce the implicit (and sometimes explicit) export bias.
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While Pakistan compares favorably with India (a much larger country) in terms of openness to international trade, it lags on all other comparator countries (Table 8) . The speed at which these countries (even India) have witnessed an increase in the volume of external trade in percent of GDP over the past 20 years is remarkable. In contrast, Pakistan's trade/GDP ratio has risen only marginally from the level of 30 percent already achieved in the 1980s.
Higher foreign direct investment in Pakistan would relax the foreign exchange constraint for imports, and support the increase in the investment/GDP ratio necessary to deliver the higher growth rates. With foreign direct investment, there should also be a productivity increasing transfer of technology. Given the size of Pakistan's domestic market, it is not surprising that the limited amount of foreign direct investment that has taken place so far has mainly been directed toward the domestic market. Prospects in this regard would be enhanced by a broad-based improvement in incomes. Direct foreign investment in labor intensive export sectors (agro-businesses and information technology, for instance) should offer great potential for growth and employment. To be realistic, however, FDI should only be expected to increase significantly in Pakistan once domestic investment itself has taken off. Khan and Reinhart (1990) . 12 The relationship between growth and external trade has been well documented by Barro and Sala-i-Martin (1995) , Barro (1991) , and Iqbal and Zahid (1998) , 1980-2003 Much has been done in recent years to improve the business climate in Pakistan, and Pakistan ranks well in this regard within the South Asia region (Table 9) . 13 Among 22 indicators of the World Bank's "Doing Business," Pakistan is doing better than other South Asian countries with regard to 13. It lags, however, significantly behind China and Thailand outside South Asia. The World Bank's "Investment Climate Surveys" also suggest that Pakistan is behind India, China, and even the Philippines in terms of providing an enabling environment for investors. Clearly, further progress can be made in Pakistan. For instance, property rights remain weak, including because of poor land record; there is still too much government intervention with the market mechanism in the case of some key commodities; red tape is still excessive, particularly at the provincial level; labor regulations have hindered the functioning of formal labor markets and employment; corruption remains a problem (Pakistan ranked 129 out of 146 countries in Transparency International Corruption Perception Index 2004); and the enforcement of contracts, financial obligations, and bankruptcy law, as well as the interpretation of tax laws remain difficult. In addition, educational and more generally human development indicators remain quite weak in Pakistan, resulting in a workforce often ill-equipped with the skills necessary for higher value-added productions. Finally, there is much room for improving the physical infrastructure of the country, the current state of which contributes to the high costs of doing business. Of course, some impediments to domestic and foreign investment, namely political and security risks, cannot easily be removed or offset with right economic policies; but this should be viewed as a challenge to do more and better than elsewhere in the region.
With agriculture still representing close to 25 percent of GDP, growth in this sector and in related rural activities will have to pick up for the objective of significantly higher overall GDP growth rates to be sustained in the near term. The scope for productivity gains appears to be still large, land remains underutilized, and the market infrastructure in the rural areas remains weak. Recent positive developments, if sustained, could boost the prospects for large productivity gains. They include greater availability of bank financing for agriculture (from a low base) and the decision to increase Public Sector Development Program expenditures for improving water availability (lining of canals and water courses) and for rural infrastructure (roads to market). A productivity enhancing land reform, reduction of government intervention in the development and working of competitive markets in agriculture, and strengthening of research and extension services would increase the prospects for accelerated growth in the sector. -27-
V. CONCLUSIONS
Pakistan achieved a remarkable turnaround during 2000-04, marked by a sharp adjustment in macroeconomic balances toward external sustainability and a resumption, followed by acceleration, in economic growth. The adjustment was mainly driven by a rise in private savings, though fiscal consolidation helped as well. Both favorable external factors, post-September 11, and greater domestic confidence, resulted in a significant increase in private remittances from abroad and in foreign currency deposits of residents. Structural reforms in the banking and corporate sectors contributed to rebuilding domestic confidence as well as to enhancing productivity and profitability. These factors combined to increase the private savings rate and strengthen the incentives to invest.
Net exports were the key driving force behind the restoration of growth early in the period, but consumption as well as investment led the acceleration of growth in 2003/04. While this suggests a vulnerability with regard to sustainability of accelerated growth, the structural reforms implemented in Pakistan should lead to a permanent rise in both savings and investment, auguring well for sustainable higher growth rates. These reforms have improved Pakistan's performance in terms of variables generally recognized as important for higher growth. Nevertheless, Pakistan appears to still lag behind other competitor Asian countries in this regard. Further advancing structural reforms on a broad front, while maintaining overall macroeconomic stability and paying close attention to the human development effort that will determine the effectiveness of these reforms, should allow Pakistan to catch up with the fast growing economies of Asia. Table 2 . Pakistan: Deflators, 1999 Deflators, /2000 Deflators, -2003 Deflators, /04 (1999 
